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Elimination of Intercompany Profits in
Consolidated Statements
By Gordon C. Carson
The object of consolidated statements is to exhibit the correct
status of the affairs of the constituent companies viewed as an
entity, after giving due consideration to the rights of minority
interests. This principle requires not only that the equity of the
outside stockholders in the subsidiary corporations be recognized
but also that all losses and deficits be likewise assigned to them in
proper proportion. As far as the parent company is concerned,
its consolidated statement would be identical in the case of two
subsidiaries if, in one instance, it owned 100% of the stock, or,
in an other instance, it owned only 80% of the stock where the
assets and liabilities were 25% greater all the way through. That
is, $100,000 of stock all owned by the parent company when the
subsidiary has $10Q,000 of net worth should affect the consoli
dated balance-sheet, or at least the surplus shown thereon, to the
same extent as $100,000 of stock owned by the parent in a sub
sidiary having a net worth of $125,000.
These premises require that in the elimination of intercompany
profits, only such proportion thereof shall be taken out of the
consolidated statement as the stock ownership of the parent com
pany bears to the total stock ownership in the subsidiary in
question. This would apply whether the subsidiary were the
buyer or the seller of the commodity or services upon which the
profit arose. Let us consider the following examples, which will
make these points clear:
parent company

Assets Cash........................ $ 20,000
Stock of subsidiary.
80.000
$100,000

Liabilities
Capital stock.......... $100,000
$100,000
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SUBSIDIARY

Assets
Merchandise.......... $100,000

Liabilities
Capital stock............. $100,000

Suppose now the subsidiary sells $10,000 of merchandise to
the parent company for $15,000, thus yielding a profit of $5,000.
The balance-sheets would then be as follows:
PARENT COMPANY

Liabilities
Capital stock.......... $100,000

Assets
Cash........................ $ 5,000
Merchandise..........
15,000
Stock of subsidiary.
80,000

$100,000

$100,000

SUBSIDIARY

Assets
Cash........................ $ 15,000
Merchandise..........
90,000

Liabilities
Capital stock.......... $100,000
Surplus ..................
5,000

$105,000

$105,000

At this point, the consolidated statement, if the entire profit
on the sale were eliminated, would be:

Assets:
parent
Cash ........................... $ 5,000
Merchandise..............
15,000
Stock of subsidiary. .
80,000
$100,000

Liabilities:
Capital stock ............ $100,000
Surplus .....................
Surplus minority ....
Deficit majority........

subsidiary

consolidated

$ 15,000
90,000

$ 20,000
100,000

$105,000

$120,000

$100,000
5,000

$120,000
$1,000
1,000

$100,000
2

$105,000

$120,000
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It is obvious that the intercompany transaction could not
have resulted in a $1,000 deficit to the majority interest. Equally
obvious is it that the surplus of $1,000 of the subsidiary appli
cable to the outside stock holdings is a real liability of the con
solidated entity. The latter statement will become more apparent
if we label such surplus, that is, the $5,000 earned by the sub
sidiary on the transaction, as “dividends payable”—assuming the
directors to have declared the entire surplus as a dividend, as they
would have had a perfect right to do. In this event, the $4,000
of dividends accruing to the parent company might well be
eliminated in the consolidation, but surely the $1,000 payable to
the minority interests would have to be shown.
These difficulties all disappear if only such part of the profit
on the intercompany sale is eliminated as appertains to the
majority interest—in other words, 80%. The consolidated
balance-sheet would then contain the item of merchandise written
down only $4,000, instead of $5,000, and would be as follows:
Assets:
Cash ............ ............................................... $ 20,000
Merchandise ($105,000 minus $4,000). .
101,000
$121,000
Liabilities:
Capital stock .............................................
Surplus applicable to minority interest...

$120,000
1,000
$121,000

Thus the liability to the minority interest is represented by
the value of merchandise on hand at its true cost, instead of
being shown as an imaginary and illogical deduction from the
capital of the majority.
The same sort of illustrations could be used if the subsidiary
sold the merchandise at a loss so that its balance-sheet showed a
deficit, say, of $5,000. As regards the parent company, its pro
portion of the loss, $4,000, is not realized until it resells the
merchandise—when it may even show a substantial profit. But
the minority stockholders have no further interest in the goods
sold and therefore the $1,000 loss applicable to them is fixed and
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real. The consolidated statement would therefore appear as
follows:
Assets:
Cash ...........................
Merchandise..............
Stock of subsidiary..

Liabilities:
Capital stock .............
Deficit ........................
Deficit minority........

PARENT
$ 15,000

SUBSIDIARY

$

5,000

CONSOLIDATED
$ 20,000

90,000

99,000

$100,000

$ 95,000

$119,000

$100,000

$100,000

$120,000

5,000

80,000

(5,000)

(1,000)
$100,000

$ 95,000

$119,000

In order to establish the corresponding principle above
mentioned—that it makes no difference whether the subsidiary
be the buyer or the seller—let us take a case where the parent
company sells $10,000 of merchandise to the controlled company
at a profit of $5,000. The balance-sheets of each and of the
consolidation would then be (assuming that the parent started
with $20,000 merchandise and the subsidiary with $100,000 cash) :

Assets:
Cash .........................
Merchandise ............
Stock of subsidiary.

PARENT
. $ 15,000

Liabilities:
Capital stock ........... . .
Surplus ....................
Surplus majority ...

CONSOLIDATED

$100,000

15,000

21,000

$105,000

$100,000

$121,000

$100,000

$100,000

$120,000

10,000

.

SUBSIDIARY
$ 85,000

80,000

5,000
1,000

$105,000

$100,000

$121,000

It will be noted that only $4,000 of the intercompany profit is
eliminated out of the total profit of $5,000 made. That the $1,000
4
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of such profit, which the minority interest has paid, is realized
will become apparent if we assume a liquidation of the subsidiary
and a distribution of its assets in kind or if we split the subsidiary
up into two parts—80% and 20%—and consolidate the former
with the parent company.
80% of
Assets:
parent
subsidiary
consolidated
Cash ........................... $ 15,000
$ 68,000
$ 83,000
Merchandise ..............
10,000
12,000
18,000
Stock of subsidiary..
80,000
$105,000

Liabilities:
Capital stock.............. $100,000
Surplus ......................
5,000
Surplus majority ....
$105,000

$ 80,000

$101,000

$ 80,000

$100,000
1,000

$ 80,000

$101,000

In this table, the $4,000 of profit contained in the merchandise
item of the subsidiary is eliminated from the $5,000 surplus, leaving
the latter at $1,000.
Let us suppose that at this point an expert accountant is
called in to determine the book value of the stock of the parent
company or that part of the capital stock of the parent company
is preferred under a charter clause requiring the payment of a
certain percentage of the earnings into a redemption fund, and
the accountant is asked to say whether or not there are any earn
ings from which to pay it. Such conditions emphasize the
necessity of recognizing the existence of any surplus appertaining
to the holding company as well as allowing for the equities of
minority stockholders. A preferred shareholder would hardly be
satisfied with the statement that conservatism prevented the taking
up of the minority’s proportion of the profit made and hence
nothing was available for the redemption fund or perhaps for a
preferred dividend.
Certainly, if the parent company had owned none of the stock
of the company to which the sale was made, the entire profit
($5,000) would have been realized. Also, if the parent had
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owned 100% of the stock of the purchasing company, none of the
profit would have been realized. Between these two extremes, it
seems logical to assume that the profit realized is proportional to
the outside ownership. Under this principle, all embarrassing
questions as to whether or not the subsidiary is actually controlled
disappear; we are relieved of the absurdity of taking up all of
the profit made if the subsidiary is not controlled and of taking
up none if. it is controlled—particularly where the question of the
fact of control is uncertain.
It is just as important to show the correct interest of the
majority holdings as of the minority holdings, for otherwise the
book value of the stock of the holding company is incorrectly
stated. Unless the equities of the minority interests are care
fully segregated and recognized in every transaction which takes
place and every profit or loss in which they share be considered
as realized to the extent of their interest therein, the picture of the
status of the holding company is distorted. The true object of
the consolidated statement is not attained.
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